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Abstract
Sectoral approaches have emerged as one of the 
new approaches that are being considered as part 
of a potential Copenhagen package to address 
climate change. While they initially emerged from 
industry, they are still controversial in many parts 
of the business community and are interpreted in 
different ways by business, governments and civil 
society. One of the uses suggested for a sectoral 
approach is as part of the emerging carbon market. 
In examining sectoral crediting and sectoral trading 
from a business participation point of view, sectoral 
trading rapidly emerges as the preferred alternative. 

Sectoral approaches in greenhouse gas markets:

A viable proposition?

The year 2005 was an important moment for the 
emergence of sectoral approaches as a potential 
policy tool to address global warming. In 2005 
an OECD round table was held on trans-national 
sectoral agreements for climate change policy, 
and the G8 Gleneagles Plan of Action discussed 
the concept. Since then, sectoral approaches 
have risen in prominence, with discussions in 
the Major Economies Forum and the Asia Pacific 
Partnership. They became an integral part of 
the post-2012 negotiations, with their inclusion 
in the Bali Action Plan (BAP) in 2007 as one of 
the enhanced mitigation actions put forward for 
consideration. Sectoral approaches will be an el-
ement in the negotiations at the United Nations 
Climate Change Conference in Copenhagen 
(COP 15), where it is anticipated that the politi-
cal and policy framework for their future imple-
mentation will be agreed in the context of an en-
hanced climate change regime. The details, how-
ever, would have to be worked out after COP15.  

Andrei Marcu
Mercuria Energy 
Trading
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The concept of sectoral approaches is still not 
clearly defined, and UNFCCC Parties, civil socie-
ty and business take a very different view of what 
they are, how they can be organized and what 
roles they can play. 

The emergence of the European Union Emis-
sions Trading System (EUETS) and carbon pric-
ing in Europe has raised serious concerns within 
business, especially in energy intensive indus-
tries, about potential competitive distortions. 
Sectoral approaches, while not well defined, were 
seen as a possible answer and became one of the 
important topics for examination. The Cement 
Sustainability Initiative of the World Business 
Council for Sustainable Development (WBCSD) 
has played a pioneering role in understand-
ing sectoral approaches, their advantages and 
limitations. 

For business, the appeal of the sectoral approach 
was its ability to address two critical and inter-
related issues: first competitiveness and the abil-
ity of climate change regulation to impact nega-
tively on domestic industries; and secondly the 
participation of developing countries in climate 
change solutions. 

The central premise of the competitiveness issue 
is that, if any one country was to take unilateral 
action to reduce greenhouse gas (GHG) emis-
sions, its domestic industries would be placed at 
a competitive disadvantage relative to countries 
which abstained from such actions. This could 
result in ‘carbon leakage’ and the relocation of 

emitting industries to countries with less strin-
gent GHG regulations. 

The originally proposed transnational sectors ap-
proach presented a logical solution to the com-
petitiveness issue. Under this approach sectoral 
agreements would embrace the key participants 
within a global industry and would enable com-
petitiveness concerns to be addressed directly 
within these agreements.   However, the tran-
snational approach has been rejected by devel-
oping countries and is not seen as a viable way 
forward.  

Secondly the participation of developing coun-
tries in the climate change solution is critical, 
as developing countries now account for 45% 
of global GHG emissions. The ability to engage 
developing countries in GHG mitigation efforts 
has become important to many in business as the 
world has changed since Kyoto. The distinction 
between developed and developing countries 
in many business areas has blurred, given that 
powerful multinational corporations, nominally 
based in developing countries, have emerged 
since Kyoto was negotiated.

However, the principle of ‘common but differen-
tiated responsibilities’ remains the cornerstone 
of the UNFCCC. It is recognized that developing 
nations do not share the same historical burden 
as developed nations for the current levels of 
GHGs. Accordingly the UNFCCC is calling on 
developed nations to take the lead in mitigation 
efforts and to provide financial and technical as-
sistance to developing nations.

Another element that will contribute to the un-
derstanding and definition of the role of secto-
ral approaches in GHG markets is the experi-
ence gained so far with market mechanisms: the 
Clean Development Mechanism (CDM), Joint 

The participation of developing countries 
in the climate change solution is critical, 
as developing countries now account 
for 45% of global GHG emissions.
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The distinction between developed and 
developing countries in many business 
areas has blurred, given that powerful 
multinational corporations, nominally 
based in developing countries, have 
emerged since Kyoto was negotiated.

Implementation (JI) and Emissions Trading (ET). 
These were defined in the Kyoto Protocol and 
the post-Kyoto period, largely without practical 
experience, and have evolved to meet the levels 
of mitigation ambition that were defined there. 
The Copenhagen Agreement will be different in 
all these respects.

This paper seeks to examine the new concepts 
that have emerged and that involve taking a sec-
toral approach to GHG markets, as well as to un-
derstand the viability of such an approach, espe-
cially as it relates to participation by the private 
sector. It starts by examining the evolution of the 
GHG architecture and that of the various market 
mechanisms, as well as how the goals and mecha-
nisms have interacted with each other. The ori-
gins of sectoral approaches and their place with 
the Bali Plan of Action are discussed, as are some 
of the debates that are taking place around the 
interpretation of what is meant by sectoral ap-
proaches in the context of the UNFCCC. It goes 
on to examine the main points of discussion, 
including impacts on GHG market prices and 
environmental integrity, as well as other design 
options. The last part of the paper focuses on 
two options that have emerged as main contend-
ers for the use of sectoral approaches in carbon 
markets: sectoral crediting and sectoral trading. 
In each case it looks at basic design, finance 
structure and incentive structure. Throughout 
the paper, one issue that I have tried to address 
is the way in which the models proposed can be 
deployed to pave the way towards the creation of 
global cap and trade system, which is regarded 
as the ultimate goal in the evolution of a GHG 
market.

 
The Evolution of the Global 
GHG Architecture

It is important to view sectoral approaches and 
the important role they play in the context of the 
evolving global architecture. 

First, CDM and JI were defined in the Kyoto Pro-
tocol, with most of the detail coming not only 
in the Marrakesh Accords (MA), but more im-
portantly in the decisions of the CDM Execu-
tive Board (CDM EB). While the CDM EB was 
conceived as a technical body, business has long 
argued that, given its composition and the roles 
that many of its members played as both mem-
bers of the EB and negotiators and/or consult-
ants, it inevitably became politicized. It can be 
argued that the interpretations that the EB gave 
to the MA and the KP led to a mechanism that 
fit the ambition of the targets. In other words, 
this was a serious attempt at reverse engineering, 
which succeeded. 

At Copenhagen, to meet what science tells us the 
targets should   be radically steeper. The inter-
national community will establish the political 
framework and corresponding market mecha-
nisms to meet those targets. The expectation is 
that in the long term this will lead to the emer-
gence of a global cap and trade system. For ex-
ample, the vision of the European Union is that 
by 2013 all developed nations will have a cap and 

A viable proposition?
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trade system in place, resulting in an OECD-wide 
carbon market by 2015. 

A considerable amount of momentum is being 
directed towards this result. One critical devel-
opment is the shift in political attitude in the 
United States. The success of the Waxman-Mar-
key Bill in the U.S. House of Representatives has 
substantially increased the likelihood that the 
United States will have a national cap and trade 
program after 2012 linked to the EU ETS.  Others 
are also in the pipeline, namely Australia and 
New Zealand.

To date, the role of developing countries in the 
global carbon markets – essentially through the 
demand for offsets from the EU ETS – has been 
limited, but encouraging. The CDM has enabled 
the participation of developing countries in the 
solution and has contributed to the build-up of 
critical technical and institutional expertise in 
these countries. But it cannot possibly deliver 
the supply that is expected to be required by the 
post-2012 demand if emission reduction targets 
are set according to science levels and no other 
mechanisms are put in place (e.g. carbon capture 
and storage, or nuclear energy).

The EU sees sector-based market mechanisms as 
the next stage in the evolution of carbon mar-
kets for developing countries, with program-
matic CDM as an intermediate step, all forming 
a progression. It is clear that the ‘classic offset 
mechanisms’, namely CDM and JI, will remain 
options for developing countries, but will not 
be targeted at what are now called ‘advanced de-

veloping countries’, that is, Brazil, Russia, India 
and China (BRIC). These mechanisms will enable 
developing countries to establish the necessary 
domestic frameworks to facilitate the formation 
of domestic cap and trade systems. 

Therefore, the establishment of sector-based 
market mechanisms is seen as a key step for de-
veloping countries towards the emergence of a 
global cap and trade system.  

Sectoral Approaches in the Context 
of the Bali Action Plan

In paragraph 1(b) the BAP addresses ‘enhanced 
national/international action on mitigation of 
climate change’, a provision (iv) for ‘cooperative 
sectoral approaches and sector-specific actions’, 
in order to enhance implementation of the Con-
vention Article 4, paragraph 1(c), addressing the 
commitments of all Parties with regard to secto-
ral cooperation, including technology transfer, 
which is being discussed by the Ad Hoc Working 
Group on Long-term Cooperative Action under 
the Convention (AWG-LCA). 

It is important to note that, in the context of 
the negotiations leading to Copenhagen, secto-
ral approaches, while separated in the BAP from 
para 1b (ii) on Nationally Appropriate Mitigation 
Actions (NAMAs) by developing countries, are 
very much linked to NAMAs. Essentially, whether 
they take the form of market mechanisms or not, 
sectoral approaches are seen, by some, as a type 
of NAMA. This implies that NAMAs could be im-
plemented through sectoral approaches. 

Like NAMAs, any sectoral engagements that de-
veloping countries may wish to take are expect-
ed to be voluntary, to be supported by finance, 
technology and capacity-building by developed 

The creation of global cap and trade 
system is regarded as the ultimate goal 
in the evolution of a GHG market.
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countries, and to meet certain criteria for moni-
toring, reporting and verification (MRV). They 
will have different options for finance, but at 
the time of writing, there was serious opposition 
from developing countries to NAMAs and secto-
ral approaches to be used as offsets by developed 
countries to meet their obligations. 

Should that be the case, some forms of coopera-
tive sectoral approaches may continue to be pos-
sible, especially those that involve public money 
and/or are linked to technology transfer. As long 
as they do not produce offsets, it is unlikely that 
such NAMAs will attract private investment. We 
can expect the outcome from Copenhagen to 
include a serious base load of public money, on 
which the private sector will superimpose private 
money through credited NAMAs, including in 
the form of sectoral approaches.

It must be recognized that, at the same time, due 
to the lack of clarity of how the process will move 
forward, sectoral approaches are also currently 
covered under the Ad Hoc Working Group on 
Further Commitments for Annex I Parties under 
the Kyoto Protocol (AWG-KP) as a way for Annex 
I Parties to achieve emission reductions cost-
effectively.  

Definition of sectoral approaches
There continues to be a lack of clarity on what 
a sectoral approach is. Discussions within 
UNFCCC have helped define what they are not, 
as well as to determine the concerns of devel-
oping countries. There are a number of issues 
covered under sectoral approaches, including 
aviation and maritime transportation, which are 
specific to sectors and do not imply a sectoral ap-
proach. Developing countries continue to focus 
sectoral approaches on Article 4, paragraph1 (c) 
of the Convention and link it directly with tech-
nology transfer. Article 4, paragraph1 (c) states:	

	Article 4 on COMMITMENTS:

All Parties, taking into account their common 1.	
but differentiated responsibilities and their 
specific national and regional development 
priorities, objectives and circumstances, shall:

(c) Promote and cooperate in the de-
velopment, application and diffusion, 
including transfer, of technologies, prac-
tices and processes that control, reduce 
or prevent anthropogenic emissions of 
greenhouse gases not controlled by the 
Montreal Protocol in all relevant sectors, 
including the energy, transport, industry, 
agriculture, forestry and waste manage-
ment sectors;

Among developed countries, the EU, New Zea-
land and Korea have presented specific proposals 
that address the introduction of market mecha-
nisms.  Japan also continues to be supportive of 
this approach. 

Sectoral Approaches and Carbon Markets 

Before entering into a discussion of the issues 
that need to be considered in respect of the 
options on sectoral approaches, as well as their 
advantages and disadvantages, it is important 
to discuss the impact of sectoral market mecha-
nisms on the carbon market as we understand 
them now and see them evolving in the future.

A viable proposition?
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Demand and Supply in the Carbon Market: 
Price and Design Options 

3.1.1 Price Considerations
The GHG market is still young and in its cur-
rent configuration has many variable parts. The 
big issue in the market for both Annex I public 
institutions (EC, Members States, US govern-
ment, etc) and the private sector is the so-called 
balance between demand and supply that will 
ensure a price that everyone can live with, that 
is, that can meet their objectives. 

In the case of the private sector, for many on 
the emitter side of business, that is, those that 
have obligations, the objective is cost minimiza-
tion.  For those whose primary activity is carbon 
finance, the objective must be profit maximiza-
tion, or at a minimum, if only in the short term, 
survival of the industry. This will require a mini-
mum price that will allow those companies that 
have created the infrastructure for trading and 
offset project management to operate and pro-
vide a reasonable return on investment. 

In the case of public authorities, as for the pri-
vate sector, there could be more than one view 
of the world. It seems that the EU wants a high 
enough price to trigger changes towards a low 
carbon economy, especially in the energy sector. 
Meanwhile, the debates in the US on the Waxman 
Markey Bill seem to point to a desire to minimize 
the costs of compliance for the economy as a 

whole, as well as for individual installations and 
the final consumer. 

One of the issues that is always brought up when 
sectoral approaches are debated is the supply 
that may come from sectoral market mechanisms 
and its effect on market balance. This may seem 
strange: given that the market will always reach 
an equilibrium, all that will differ is the price 
level where that equilibrium is reached.

The production of offset credits from the Kyoto 
mechanisms was difficult to predict at the time of 
the Marrakech Accords. However, as discussed, it 
can be claimed that the regulator, the CDM EB, 
with the support of the COP, has in the end cre-
ated a mechanism that meets the ambitions set 
in the KP, thus keeping CERs at a price that kept 
most people happy until the recent downturn in 
the global economy.

The threat of the Assigned Amount Units (AAUs)1 
surplus from the former Soviet bloc (‘hot air’) is 
still present and is just starting to emerge as an 
option for sovereign compliance. 

The supply of credits from the ‘classic’ CDM 
projects can be considered relatively predict-
able, given that each project has to provide a 
forecast of the amount of offsets it will produce. 
This supply becomes more unpredictable with 
sectoral mechanisms, as the total amount that a 
sector will produce will be dependent on many 
variables, depending on the sector – tempera-
ture, price of energy, economic growth, etc. 

The argument against sectoral market mecha-

1	  A Kyoto Protocol unit equal to 1 metric tonne of CO2 equiva-
lent. Each Annex I Party issues AAUs up to the level of its assigned 
amount, established pursuant to Article 3, paragraphs 7 and 8, of the 
Kyoto Protocol. Assigned amount units may be exchanged through emis-
sions trading. 

The EU sees sector-based market mechanisms 
as the next stage in the evolution of carbon 
markets for developing countries, with 
programmatic CDM as an intermediate 
step, all forming a progression.
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nisms is that they will ‘destroy’ the GHG market. 
GHG markets are invoked to help minimize the 
cost of addressing climate change and are not 
there to deliver a targeted price. If price level is 
the target, then a carbon tax is a much simpler 
and more certain delivery vehicle. 

As such, we perceive this as being a serious con-
cern only to the extent that the emission reduc-
tion targets being set for developed countries 
show a total lack of political courage and ambi-
tion on the part of the political class.  

3.1.2 Environmental integrity
A second issue that is raised when it comes to 
sectoral mechanisms is that of environmental 
integrity. The argument is that baseline setting 
could become politicized, resulting in baselines 
that will generate credits from what would oth-
erwise be ‘business as usual’. It is a concern that 
must be taken seriously, but not to the point 
where we allow ourselves to become paralyzed. It 
must be treated as another technical issue that 
needs to be addressed, and there is a substantial 
body of literature dealing with it. It is not a po-
litical issue and need not become one, but it pro-
vides a good excuse for those Parties that have 
different agendas. 

In their papers, the Organization for Economic 
Cooperation and Development (OECD), the Öko 
Institut and others have discussed the potential 
problems related to sectoral approaches, as well 
as different options to address these issues. Some 
of the options that are put forward in these stud-
ies are absolute emissions baselines and indexed 
baselines, which can be established functions 
of one or more indices. It is considered that de-
veloping countries will find indexed baselines 
more palatable, as they allow for the possibility 
of growth, as well as factoring in changes in the 
indices used.  

3.1.3. Other design options
The two issues mentioned above – pricing and en-
vironmental integrity – have been raised directly 
in UNFCCC negotiations. There are a number of 
other issues that are also worth mentioning and 
that need to be addressed in any effort to estab-
lish sectoral market mechanisms.  

They include issues such as geographical cover-
age (there are countries with one or more elec-
tricity grids and there are electricity grids that 
cross national boundaries) and definitions of 
sectors (sectors such as steel and chemicals have 
a wide range of processes and products that make 
it difficult to define a sector). Similarly, coverage 
of gases, including whether we are dealing with 
upstream or downstream coverage, is something 
that needs to be analyzed.

3.2 Definition of sectoral approaches
While there is still no consensus on the defini-
tion of ‘sectoral approaches and sectoral specific 
action’, the debate is focusing on two concepts: 
sectoral crediting and sectoral trading. 

Sectoral crediting would result in emis-a.	
sion reductions in certain sectors in a 
developing country from a pre-defined 
sectoral baseline. That baseline can be 
defined as an intensity target or an ab-
solute cap. There are two different types 
of sectoral crediting currently under se-
rious consideration. One is the sectoral 
crediting mechanism (SCM) or, as it is 

The threat of the Assigned Amount Units 
(AAUs) surplus from the former Soviet bloc 
(‘hot air’) is still present and is just starting to 
emerge as an option for sovereign compliance. 

A viable proposition?
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sometimes called, ‘sectoral no-lose tar-
gets’. The other model relies on multi-
project sectoral baselines and is often 
referred to as the ‘sectoral CDM’ model. 
There are clear differences between 
these two approaches, each with its ad-
vantages and disadvantages. However, 
hybrids are also possible.  What unites 
them is the fact that the credits are, in 
principle, being issued post-facto. 

The second approach that we can iden-b.	
tify is that of sectoral trading. In this 
case, an allowance type instrument is 
issued with an ex-ante allocation that 
has to fall within a sectoral baseline 
of emissions. That baseline can be ex-
pressed in the intensity of relative terms, 
but absolute caps will certainly be easier 
to understand and accept, especially by 
those concerned about environmental 
integrity.

3.3 Sectoral Crediting
The essential difference between the two credit-
ing models mentioned above is that in the SCM 
the whole sector must be under an agreed base-
line, while for sectoral CDM the baseline is set 
at a sectoral level, but reductions are counted at 
the enterprise level, and only individual installa-
tions must be under the baseline. 

3.3.1 Sectoral Crediting Mechanisms (SCM)/ no–
lose targets.
This is the option designed to generate emissions 
credits where an entire sector satisfies a prede-
termined emissions target. The establishment of 
the target for a specific sector, referred to as a 
crediting baseline, would be determined upon 
assessment of both domestic and international 
commitments to the sector. 

The determination and calculations involved in 
establishing a baseline are complex and the sub-
ject of their own analysis. The baseline may be 
measured in terms of an intensity calculation, a 
fixed emissions goal for the sector, or a technol-
ogy penetration goal. The essential factor is that 
emissions credits will be granted on an ex post 
basis if the sector, as a single entity, exceeds the 
standard established by the crediting baseline. 

Beyond this a number of options have been con-
sidered, but in this paper we will consider two 
with different levels of mitigation and crediting.

 
Option 1: Centralized Coordination 
of Mitigation and Crediting
Basic Design. A sectoral crediting baseline, set 
somewhere below a Business as Usual baseline 
(BAU), is agreed by the country and the Parties. 
The developing country government is responsi-
ble for designating or establishing a ‘coordinat-
ing entity’, which could be either a government 
or a non-governmental sectoral body, such as an 
association, with some government involvement. 

The coordinating entity has discretion as to how 
the target is achieved, that is, the policy initia-
tives undertaken to improve sector performance, 
such as feed-in tariffs, minimum efficiency per-
formance standards, etc.

In other words, this option is likely to take 
a top-down, one-size-fits-all approach to 
lowering emissions, rather than actually using 
the market to drive emissions reductions.
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No matter what policy initiatives are chosen, the 
coordinating entity would be responsible for de-
termining how and if any credits achieved as a 
result of these initiatives would be distributed to 
sector participants. Distribution to installations 
in the sector would not be mandatory, but could 
be retained by a government. 

Any such approach will have to assume a high 
level of coordination and discipline in order 
to reduce emissions across a wide range of dis-
parate installations. In most jurisdictions this 
would make government intervention an inevita-
ble reality. The flip side of this proposition is that 
the crediting will also go to a government agency 
which will become the holder of large pools of 
credits.  

The same agency will largely determine how the 
reductions are achieved, and how many and the 
number of offset credits that would be available 
to compliance buyers from this mechanism. 

From a business perspective this option faces two 
types of risk. The first is sovereign risk, that is, 
having to deal with sovereign national govern-
ments. This may translate into the government 
having the discipline, or will, to enforce rules and 
achieve reductions. Alternatively, it may choose 
not to fulfil agreements depending on many 
factors, including the going price for CERs. En-
forcement options on governments, should these 
occur, are nowhere close to those available in en-
forcing private sector contractual obligations. 

Secondly, it may be that the policy tools chosen, 
despite being fully implemented and well en-
forced, simply prove inadequate to meet the 
emission reduction goals of the sector and there-
fore contracted credits may fail to be delivered. 
However, this may be a type of risk that investors 
understand and mitigate or hedge against.

Finance Structure. The involvement of the private 
sector is more complex to understand, as well as 
the financing models for such an approach in 
general. Since sovereign risk in this case is not 
well understood, new risk management strategies 
for contracting to buy, sell and finance emission 
reductions may be required. 

The financing under this option could be struc-
tured in several different ways. One issue is 
whether the covered entities, or the government, 
will be responsible for acquiring the financing to 
meet their own emission reduction objectives. 

The second issue is whether we would look 
mainly at self-finance or at the need to secure 
other public or private-sector investors.  For the 
latter question we assume that few installations 
in developing countries have the ability to self-
finance such programs or to do so in a coordi-
nated way.

If private entities will need to finance the meas-
ures, this will provide a great challenge, as it is 
unlikely that such a coordinated effort in a devel-
oping country will be easy to achieve. 

It is therefore more likely that a large buyer, or 
someone that can act as an amalgamator, will 
have to emerge, such as a development bank or 
large financial institution. In addition, any such 
institution would have the power to deal with 
governments. However, this will essentially leave 
out smaller start-ups that have been the back-
bone of the industry activity so far. The same ap-

This is the simplest, most straightforward 
way to transmit the carbon price signal to 
non-covered entities in developing countries.

A viable proposition?
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plies to cases in which governments are called on 
to finance these measures.

In addition, governments will need to find ways 
to reduce the risks inherent in financing secto-
ral crediting projects, such as securing a forward 
sale price that makes the undertaking financially 
attractive, thereby motivating participating enti-
ties and the government to completion. 

If covered entities are required by regulation to 
achieve reductions, they may be able to acquire 
financing via a local bank or through a govern-
ment loan program. However, their ability to 
repay that financing is directly related to the un-
known of whether or not the sector as a whole 
over-achieves its crediting baseline. 

Where private-sector finance is needed, for 
either installation- or government-level activi-
ties, government-backed guarantees (likely from 
developed country governments) may prove es-
sential for encouraging engagement with an 
SCM. Investors have become more risk-averse 
towards offset mechanisms as a result of engage-
ment with the CDM, but they will need to have an 
appetite for much higher levels of risk under an 
SCM. Government guarantees could help bridge 
that divide.

Incentive Structure. If all of the other entities in 
the sector failed to make equitable emission re-
ductions, then an individual installation would 
not be rewarded in proportion to its effort, and 
would face the risk of not being rewarded at 

all. Covered entities would have little incentive 
to lower their own emissions individually be-
cause those efforts could be wholly or partially 
neutralized by another installation’s increasing 
emissions profile or inferior effort. This is why a 
strong coordinating entity is critical. 

Smoothing the Transition to Cap-and-Trade. The 
probable use of command-and-control regula-
tion under this option, even though it may prove 
effective in meeting the goals of any given pro-
gram, generally runs contrary to the principles 
of a market-based system. A system whereby a 
target is met solely through standards and feed-
in tariffs does not transmit a carbon price signal 
to private entities. In so doing, it does not teach 
them to integrate such a price into their bottom 
line, nor does it provide them with the flexibility 
to identify installation-specific, inexpensive and 
efficient ways to lower emissions. In other words, 
this option is likely to take a top-down, one-size-
fits-all approach to lowering emissions, rather 
than actually using the market to drive emissions 
reductions. 

 Some conclusions:

Transactions at the scale likely to be re-•	
quired under this design are bound to 
entail extensive and complicated negotia-
tions, as well as complicated finance and 
risk-sharing arrangements. These arrange-
ments threaten to slow the process of imple-
mentation and may lead to stop-and-start 
implementation along the way. 

Finding private-sector investors with a high •	
risk appetite seems unlikely without pub-
licly financed investment guarantees. 

The choice to implement wide-ranging •	
command-and-control regulation runs the 

In this instance, a developing country will have 
to agree to a cap on a sector or sectors, in 
agreement with the international community.
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risk of raising mitigation costs by removing 
flexibility and taking decisions about how to 
make emission reductions out of the hands 
of the private sector.  

Given the significant uncertainty surround-•	
ing whether or not and the extent to which 
the sector may over-achieve its emission 
reductions objective, and the all-or-nothing 
approach, a strong urge to regulate the 
supply and demand of credits is likely. 

Option 2: Installation-Level 
Mitigation and Crediting 
Basic Design. A sectoral crediting baseline, fixed 
somewhere below BAU, is set with the agreement 
of the international body responsible. The de-
veloping country government is responsible for 
setting an emission reduction objective for the 
sector and for each individual installation within 
the sector. The emission reduction objective is 
necessarily set at some point below the credit-
ing baseline to ensure that some crediting takes 
place, with the difference between the baseline 
and the objective constituting the number of 
credits projected to result.

Each installation is eligible for direct crediting 
from the credit-issuing agency (e.g. the UNFCCC) 
to the extent that it over-achieves its individual 
emission reduction objective (i.e. its individual 
crediting baseline). Installations have discre-
tion as to how they reduce their emissions, with 
some caveats (see ‘Incentive to Act’ below). They 
may request issuance periodically (e.g. annually) 
throughout the mechanism’s crediting period. At 
the end of the crediting period, a true-up proc-
ess is required in order to ensure that the sector 
as a whole has achieved its crediting baseline. 

To the extent that crediting to individual instal-
lations has occurred without the aggregate sec-
toral baseline having been met, the host govern-
ment is responsible for obtaining and cancelling 
an amount of emission reduction credits equal to 
the over-crediting.

Given that the basic intention in creating a sec-
toral crediting mechanism is to ensure aggregate 
emission reductions across the sector, a ‘check’ 
is required on the aggregate achievement in a 
case where installation-level crediting is still per-
mitted. Requiring the host country government 
to hold the liability (i.e. take the risk) is a valid 
option, but it is likely to be resisted by some de-
veloping countries.  

To allay concerns over government liability, a re-
serve pool, populated by a levy on credits issued 
to installations, could be created to cover, par-
tially or wholly, the over-crediting that occurs. 
The government could also pass the liability on 
to the installations themselves, mandating them 
to achieve individual emission reduction objec-
tives or else pay a penalty, which could be used to 
cover the government’s obligations to obtain and 
cancel offset credits in the case of over-crediting 
at the aggregate level. 

Finance Structure. 
Under this option, external risk to investment will 
be largely minimized. Regulatory risk is less than 
with the CDM because there is no question of 
project eligibility. Sovereign/political risk is also 
minimal because governments are not required 
to approve, impose or enforce measures or plans 
to lower emissions. 

The government will have to set the installation’s 
objective before the start of the crediting period, 
but this move will take place before emission re-
duction plans are made and contracts signed, 
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so it will not factor into investment risk. There 
is some concern that in a number of developing 
countries the larger industries are state-owned, 
suggesting that there could be an incentive to 
set ‘weak’ objectives.

Financing under this option would closely re-
semble typical project finance, even more so 
than with project-based CDM. Installations in 
the host country could sign Emission Reduction 
Purchase Agreements (ERPAs) with compliance 
buyers or offset aggregators, using them to boost 
the attractiveness of the project and help secure 
finance for their emission reduction activities. 
In fact, because of the low regulatory risk, ERPAs 
may even prove able to drive financing decisions 
under this mechanism. 

Installation-level reductions will be on such a 
manageable scale that they can be monitored by 
investors and compliance buyers if desired, thus 
reducing the perceived risks of investment and 
non-delivery. A relatively small group of inves-
tors or a domestic bank could prove sufficient to 
obtain the capital required in most cases.

Incentive Structure. Under this option, individual 
installations face a direct, positive incentive to 
lower emissions as long as their own cost of re-
ducing emissions is less than the price of carbon. 
This is the simplest, most straightforward way to 
transmit the carbon price signal to non-covered 
entities in developing countries.

The fact that the government is liable for any fail-
ure to meet the sectoral reduction target in the 
event that some crediting takes place provides it 
with an incentive to become more active in the 
sector’s efforts to reduce emissions. 

Smoothing the Transition to Cap-and-Trade. By 
providing a direct, positive incentive to private-

sector entities, this option transmits a carbon 
price signal directly to the installations, leading 
them to internalize the price of carbon into their 
bottom line. In so doing, it prepares those entities 
for the transition to an economy-wide cap-and-
trade system, in which carbon price internaliza-
tion will be the key to meeting their emission 
reduction obligations at the lowest cost. Govern-
ments will also help pave the way by developing 
the infrastructure and capacity required to use 
this option. 

3.3.2  Sectoral CDM.
This is a tool that business likes for a number of 
reasons. It is simple and straightforward, with 
clarity regarding who the projects participants 
are, where the private investor intervenes, and 
the relatively limited role for the government in 
reaching the reduction targets and monetizing 
the reductions. It largely eliminates subjectivity 
on the issue of additionality by establishing a 
sectoral baseline. 

Guidelines for how baselines will be set up will 
have to be agreed at the international level, and 
different options have been presented under 
whose jurisdiction this will be done: the CDM Ex-
ecutive Board (EB), the COP, or another agency. 
Unless and until such a time when the whole 
GHG market mechanisms regulatory machine is 
run from an independent agency, the task of de-
fining international guidelines should stay with 
the only institutions that have a mandate, the 
CDM EB and the UNFCCC Secretariat. 

However, the practical implementation, data 
collection, etc. should be allocated to different 
regional institutions that have the necessary 
capacity and are seen as impartial, such as the 
Asian Development Bank, the Inter American De-
velopment Bank, the African Development Bank, 
etc. 
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3.4  Sectoral Trading
In this instance, a developing country will have 
to agree to a cap on a sector or sectors, in agree-
ment with the international community. Coun-
tries will have to adopt allocation systems that 
should be national prerogatives. It is clear that 
all the elements related to the MRV of emis-
sions are components of the Emissions Trading 
System (ETS) that will be critical. Different types 
of NAMAs will require different levels of MRV, but 
a sectoral trading NAMA will require a sophisti-
cated MRV system.

In the case of sectoral trading in a developing 
country, an auctioning system is less likely to 
be put in place. While the type of allocation will 
determine primarily the economic efficiency of 
distributing allowances, auctioning will impose 
additional costs on that sector. Should that be 
a globalized sector, such an approach is likely to 
be resisted by industry and the government of 
such jurisdiction. However, it is likely to be seen 
in a very positive light by business in developed 
countries.  Some other type of allocation, grand-
fathering or benchmarking, is more likely to 
emerge as the preferred alternative in the early 
stages. Individual installations will have their 
own allocation. 

In this case, the allowances allocated would be 
fully fungible with Assigned Amount Units (AAUs) 
for the purpose of accounting, and they would be 
good for compliance at the sovereign level. Dif-
ferent domestic emissions trading systems will 
have to make their own decisions whether to 
accept these units for compliance under domes-
tic emissions trading systems.

The advantage in the case of sectoral trading is 
the fact that units are issued ex-ante and can be 
traded under standardized contracts, as opposed 
to primary Certified Emission Reductions (CERs).

This will also result in exchange-based trading 
for developing countries. This eases trading, 
as exchanges will help to address many of the 
issues dealing with ‘know your customer’ legisla-
tion, which has become common place in OECD 
countries but is difficult to put into practice in 
relationships with counterparties in developing 
countries. This would also start creating the in-
frastructure and capacity-building for a global 
cap and trade system, making the future transi-
tion much easier. 

Another element that needs to be taken into ac-
count in order to make the system credible is the 
risk of non-compliance for the sector and any 
penalties that may ensue. After all, allowances 
from that system would have been sold to buyers 
outside the system, and they cannot be called 
back without the risk of unravelling the whole 
international emissions trading system.

For the market to believe in this, a system other 
than penalties should be envisaged and a reserve 
of some sort should be put in place: something 
like a commitment period reserve could be put 
in place allowing only a certain number of allow-
ances to flow outside a sectoral trading system. 
National government liability in the interna-
tional arena for non-compliance is an alternative 
solution.

In this case, benefits will devolve to enterprises 
as they make reductions. Governments will also 
be tempted to grab some of the revenues, and the 
simple way to do so will be to auction some of the 
allowances and establish an insurance scheme to 
address non-compliance at the national level. 

A viable proposition?

This is a tool that business likes for a number 
of reasons
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Conclusions

The carbon market is at an intermediate stage 
in terms of development, but with little doubt 
about the role that it will play in the future. CDM 
and JI have proved better than many had ex-
pected, but they cannot possibly meet the deep 
emission reductions expected for the post-2012 
period. At the same time, we must remember 
that offset mechanisms have always been seen 
as a transitional phase to a full global cap-and-
trade system. Sectoral approaches could address 
many of the issues identified, but they could also 
create serious drawbacks, especially in relation 
to the role that private finance will play. 

We must remember that carbon markets were 
created to unleash the entrepreneurial spirit 
of the business community and provide a clear 
market signal that will change behaviour and 

influence economic choices. They were also cre-
ated to make sure that private funds, which were 
seen as essential to finance the transformation 
to a low carbon economy, could be tapped. If the 
private sector is somehow shut out, then one of 
the important criteria for success will not have 
been met. If we are not careful, we will end up 
with a government-to-government solution. 

Sectoral approaches are not perfect. Any prob-
lems must simply be recognized, and addressed, 
as is done in every other field of human activ-
ity. The challenge is grave and will not be dealt 

with by being paralyzed in search of perfection 
or by being afraid of compromises. From a busi-
ness perspective, we need to welcome new ap-
proaches that will allow for a more efficient and 
effective production of offsets. This will help 
business meet the obligations that society will 
place upon it at a cost that will free resources for 
other priorities. 

While governments have a key role to play in sec-
toral approaches, it is far from clear how busi-
ness can participate in a realistic way. CDM has 
succeeded better than expected because of the 
entrepreneurial spirit it has unleashed, which 
has countered many of the conservative instincts 
of COP and the regulator. CDM has thrived on 
adversity. Unless business can drive sectoral work 
within the framework created by governments it 
is unlikely to succeed, in spite of the great prom-
ise it holds out. 

Sectoral crediting poses a number of challenges, 
but it will be certainly tried. Based on the discus-
sion above it, may meet the criteria for success 
in a limited way and may be less attractive to the 
private sector. It will be attractive to negotiators 
as it does not impose absolute hard caps on de-
veloping countries, making it a more palatable 
solution. 

While more challenging to include in a Copen-
hagen agreement as an option for those who 
wish to take it, sectoral trading presents many 
advantages. The challenge comes from the fact 
that sectoral trading needs a hard cap, which de-
veloping countries will be reluctant to embrace. 
On the positive side, it would create a commod-
ity, allocated ex-ante, and eliminate the whole 
uncertainty associated with project mechanisms, 
additionality, etc. It will also send a clear market 
signal to those who have to take action, namely 
enterprises. 

CDM and JI have proved better than 
many had expected, but they cannot 
possibly meet the deep emission reductions 
expected for the post-2012 period.
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What it may come to is a hybrid approach, 
through the use of that often quoted but ill-
defined concept, the public-private partnership. 
Something is needed that looks like a ‘no-lose 
sectoral target’ for a developing country and a 
hard cap from the perspective of the global ar-
chitecture. This amounts to having one’s cake 
and eating it too. 

A developing country may take a sectoral no-lose 
target and allocate allowances to the enterprises 
covered, which can then trade them inside their 
domestic ETS, or outside, if linked to other ETS, 
such as the EU ETS. However, there is a risk that 
the cap will not be met, thus putting at risk the 
environmental integrity of the whole approach. 

In order to ensure the hard cap, someone has 
to take the sovereign risk for environmental de-
livery. As developing countries will likely resist 
that since they accepted a no-lose target, this 
risk could be carried by an international finan-
cial institution, such as the Global Environmen-
tal Facility, which is the financial instrument of 
the Convention. Clearly any such institution will 
have to have the means to ascertain that all ef-
forts have been undertaken to meet the cap. 
Other instruments, such as a pool approach, a 
reserve or insurance scheme could help meet the 
same objective. It is most likely that all these in-
struments will finally come to co-exist in the ini-
tial phase. In the market place of ideas for market 
approaches, they will all either find their niche 
or simply fade away and be remembered as an 
interesting experiment. 
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